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SUBJECT: Exclusion/Gain fromsale of qualified small business stock held nore than
5 vears/increase to 100% for stock issued after effective date in 2000

X 01-25-00.
AMENDMENTS IMPACT REVENUE. A new revenue estimate is provided.

AMENDMENTSDID NOT RESOLVE THE DEPARTMENT’S CONCERNS stated in the previous analysis of hill as
introduced/amended

FURTHER AMENDMENTS NECESSARY .

X DEPARTMENT POSITION CHANGED TO SUPPORT.

X REMAINDER OF PREVIOUS ANALY SIS OF BILL ASINTRODUCED _01-25-00 STILL APPLIES.
OTHER - See comments below.

DEPARTMENT AMENDMENTS ACCEPTED. Amendments reflect suggestions of previous analysis of hill as introduced

SUMVARY OF BILL

Under the Personal |nconme Tax Law, this bill would increase to 100% t he excl usi on
of gain on the sale of qualified small business stock, as defined, originally

i ssued after the effective date of the bill and held for nore than five years.
The bill would retain the 50% exclusion of gain on the sale of qualified snal

busi ness stock, as defined, originally issued before the effective date of the
bill and held for nore than five years.

SUMVARY OF AMENDMENT

The anendnents resolve the technical concerns raised in the analysis of February
24, 2000. The term “purchased” is replaced with a common definition that applies
the sanme acquisition requirenents to stock before and after the effective date of
the bill. The amendnents al so provide the rules to be used where conversion
transactions occur. They also provide the rules relating to i nvestors who own
qualified small business stock through a pass-through entity or who acquire that
stock by gift, inheritance, or upon a tax-free in-kind distribution froma pass-
through entity. |In addition, special rules are provided for reorgani zations that
provi de how tax-deferred exchanges of qualified small business stock woul d be
treated when the acquired stock is later disposed of in a taxable transaction.

A new Specific Findings discussion is provided that details the provisions of the
anmended bill. For convenience the Fiscal |npact discussion is repeated below. A
new Franchi se Tax Board position is provided to reflect the position taken at its
March 27, 2000, neeting.
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EFFECTI VE DATE

As a tax levy, this bill would be effective upon enactnent and operative for
taxabl e years begi nning on or after January 1, 2000.

SPECI FI C FI NDI NGS

Under both federal and California | aw, noncorporate investors may exclude
50% of the gain realized and recogni zed on the sale or exchange of qualified
smal | busi ness stock that has been held for nore than five years. The
anmount that a taxpayer may exclude as gain with respect to qualified snal
busi ness stock issued by the sane issuer is linmted to the greater of $10
mllion ($5 mllion for married individuals filing separate returns) or 10
times the taxpayer’'s original basis in the stock of the issuing corporation

To qualify as small business stock for federal purposes, the stock nust be
that of a “C’ corporation. The total gross assets (treating all nenmbers of
t he sanme parent-subsidiary controlled group as one corporation) of the
corporation at all times after August 10, 1993, and before the date of

i ssuance, as well as immediately after the date of issuance, nust not exceed
$50 mllion

The corporation must neet certain reporting requirenents. During
substantially all of the taxpayer’s holding period for the stock, the
corporation (other than certain excluded corporations) nust neet an active
business test. The taxpayer claimng the exclusion nust have acquired the
stock when the stock was originally issued for noney or other property (not
i ncludi ng stock) or as conpensation for services provided to the

cor porati on.

To qualify as California qualified small business stock, the issuer nust
meet the follow ng additional rules:

1. Must be doing business in California at all times on or after
July 1, 1993;

2. Must have assets of $50 mllion or |ess, when neasured as a controlled
group using nodified federal rules, before the issuance of the stock; and

3. Must have at |east 80%of the total dollar value of its payrol
attributable to enploynent |ocated in California.

For both federal and California purposes, one-half of the anount of gain
excluded is treated as a preference itemunder the alternative m ni mumtax
(AMT) .

This bill would increase the percentage of gain excluded fromincone from
50% of the gain to 100% of the gain for qualified small business stock, as
defined, that is acquired after the effective date of these amendnents in

2000 and held for nore than five years. This bill retains the 50% excl usion
of the gain for qualified small business stock, as defined, that is acquired
before the effective date of the anmendnents nade by this bill in 2000 and

held for nore than five years.
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The definition of qualified small business stock would be clarified to
provide that stock originally issued on or after the effective date of the
bill would qualify for the 100% excl usion so long as that stock is acquired
at original issuance in exchange for noney or other property (not including
stock), or as conpensation for services and held for nore than five years.

The conversion rules (such as the conversion of preferred stock into comon
stock) for qualified small business stock would be nodified to provide that
where the original converted stock qualified for either the 50% or 100%
excl usi on, then the commn stock received on the conversion would qualify
for the same percentage exclusion as the original stock

This bill also would provide that in the case of investors who own qualified
smal | busi ness stock through a pass-through entity, or who acquire that
stock by gift, inheritance, or upon a tax-free in-kind distribution froma
pass-through entity, that the determ nation of whether the 50% or 100%

excl usi on applies would be determ ned by reference to the original

acqui sition of that stock by the pass-through entity, donor (in the case of
a gift), or decedent (in the case of an inheritance).

In addition, this bill would enact special rules for reorganizations that
provi de how tax-deferred exchanges of qualified small business stock woul d
be treated when the acquired stock is later disposed of in a taxable
transaction. These rules would provide that if 100% excl usion stock is
received in exchange for 50% excl usion stock, the ultimte exclusion
percent age al |l oned when a taxabl e di sposition occurs woul d be determ ned
under the 50% exclusion rules. Conversely, if 50% exclusion stock is
received in exchange for 100% excl usi on stock, the ultimate excl usion
percent age al |l oned when a taxabl e di sposition occurs woul d be determ ned
under the 100% exclusion rules. No change is nade to the existing | aw
portion of these rules when non-qualified small business stock is received
in a tax-deferred transaction.

One-half of the amobunt of gain excluded under this provision would continue
to be treated as a preference itemunder the alternative mninmmtax (AM).

FI SCAL | MPACT

Depart nental Costs

This bill would not significantly inpact the departnent’s costs.

Tax Revenue Esti mate

The revenue inpact of this bill is estimated to be as shown in the foll ow ng
t abl e:
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Fi scal Year Cash Fl ow
Pur chases After Enactnent Date
Enact ment Assunmed On Septenber 1, 2000
$ MIlions
2005- 06 2006- 07 2007-08
-$15 - $38 - $50

Thi s anal ysis does not consider the possible changes in enploynent, personal
i ncone, or gross state product that could result fromthis measure.

Tax Revenue Di scussi on

The revenue inpact of this measure woul d depend on the anpunt invested in
qualified stock after the enactnent date, the rate of growh of market val ue
of qualified stock, and the anmbunt of gains realized upon disposition after
a m ni mum hol di ng period of five years.

Esti mat es above are based on the sane nethodol ogy used previously to project
the inpact of the current |aw extension of the 50% exclusion indefinitely.
These estimates allow for the mininumfive-year holding period requirenent
and the interaction with the tentative mnimumtax. Allowance was al so nade
for some taxpayers del ayi ng purchases of qualified stock to neet the

enact nent date requirenent.

BOARD POSI TI ON

Support.

At its March 27, 2000, neeting, the Franchise Tax Board voted 2-0 to support this
bill with Menber B. Tinothy Gage, abstai ning.



